
Let's look men doHIy to 1M how compeIIfion 8mOnQ local auppIIera of loops

would dIIcIpIIne a carrier that beh8ved .. 1f It conbol.d a bottleneck and could

exercise market power by charging .,~ carrier more for acceu aervIce. t2

FIrat. economicI predfctI that the Interexchange c.rrW paying higher...s rates

would raJ.. the long dIItanee rates It cIwV" end UMrI of that local cant.. To do 10,

the Interexchllnge carrier would have to charge custom.... higher or tower pr1ceI tor
long distance SeMces depending on whether the cullomer's local canter HI higher or

lower rates for acceu service. Thilis a departure from current practice, but it would be

the rational, profIt-rn8Xlmizlng response of IXCs to a new environment In which

customers have a d1oIoe of local carrterland local can1ers do not all charge IXCs

similar rates for access service. In this environment, IXCs would W8nt long distance

rates to reftect higher 8CC8II prices where they have to be paid, both to avoid 10....

on cds on which aOC8ll rates went higher .... to avoid being Wldercut on other calls

with lower access rates by IXCs who did not price on averaged access costs.

FLI1hermore, IXCs would want to give customers an Incentive to choose local carriers

with lower access rates. Interexchange canters would be hurt by higher access

charges, even If they could pus them on, because higher prices would reduce demand

for their service.

The IXCs could UH a V8ltety of methodI to INIke sure customers got the

message that they wtU suffer If their local carrier charges more for access. IXCs could

undertIne the message In their blUing by est8b11sh1ng uniform long distance rates,

exclusive of access, and then ItemtzIng on the bill a separate rate element that

recovered access charges and varied depending on the local carrier chosen. IXCs

could spread the message with mariteling, using general advertising, targeted bill

Inserts, and personal caRs on Important customers by marketing personnel.

In these ways end users would see that their cost of using a local canter has two

components: what they pay the local carrier directly for local service, and what they pay

the local carrier Indirectly when they pay long distance carriers enough to cover the cost

of access. If consumers have choices among competing suppliers of local loops, they

t2 we ISUne hent that end '....do have a choIcI of _ ........ of local loops In order to
evaluate the GR claim that such competItfon will not eliminate a mulU-bottleneck.
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IhoukI make their choice not on the balls of one component of colt. but on the overeD

COlt. including the effects of access service. on long dIItIInce HNIce. A local canter

that sets high access rate.Impos•• costs on Its loop customers, and wItllose bullness

to competing local carrlers.1a

ThI. II the basic argument. but the analysis CM be extended to deal with .......

qwstIon.. Could local carriers exen:IIe malbt power ov.- acces. seMc8. because
cultomers would not "am the indirect costs of canters' charge. to IXC. until after they

had chosen their local canter? In the first place, both competing local canters and

Interexchange carriers would have an incentive to provide the necall8Jy Information In

advance. Ev.n If cu.tomers did not get IUfftcIent Informa1IOn to make good first

choice', however, local carrierI would have IItIIe opportunity to exercise market power

10 long a••nd users could switch canters after they "amed the true cost of their

choice.

VVhat If customers could not easily change their choice of carrier because they

had to m8k. along-tenn commitment before rKeIvIng service from a local canter?M

first. If customers must mak.1ong-term commitments to purchue, th.y wliin tum want

long-term, up-front commitments from the canter about the cost of signing on. Most

people would not sign a flve-year lease on an apattment without getting commitments

In the ..... Urnlting the landlord'. ability to raise the rent during.those five years.

Second, It would be difficult for a local carrier to raise the costs of customers already

.Igned up without making th.'r service look more costly to customers who are still

considering whether or not to .Ign Up.11 Carriers wtI have to compete to sign up new
customers, and thl. competition will constrain their ability to raise prices to customers

11 Some modItIcItIon In the analylls II nelded In the cue of terminating ace.. service
1IInoe, undercumtnt...~, the caIIng p8fty .,. for long dlltance calls. not the

.called paltywhole.1oca1 carrIer ...... tem*latlng ace•••• The called party, however, would
nat be 1ndIff... to the effeaII of higher terminating 8CCIII challIS IInce the called I*tY
..,.....ay beneftts from call received. HIgher prices for terminating access and nteeIved long
dIIlance calls would reduce the runber and length of oaIII received and nMIuce thole bends.
In any event. terminating aoceII • most ...... a spadftc Pft)bIem IUtCepUble, If necessary, of
IPIdftc solution, not the generalized problem of -multl-bottleneck delcrtbed by GR.

14 ThIs case II analyzed not because It II the most Iklly one, but to show that there still
are market mechanisms to limit the exercise of market power.

11 Even If the higher rates applied only to old customers, the Increase would make
prospective customers think It more Dkely that their rates Iiso would be Increased after they
IIgned up.
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Ihady IIgned up, even If cmtomera who hawllgned along term contract cannot

..Illy change carriers. CompetIIIon for new cmtomera wII be especially Important in

the earty yael'l, when new carriers .... trying to build viable bullnelses.

The OR concept of a -muttI-botIIene hinders rether then helps understanding

of the competitive consequences of new local ....... supplying service. The extent to
which identifiable groups of customers can tum to .etematIve tuppUers for specific local

urvtces .. important for determining what local service. are subject to what extent of

competition and for setting policy. VVhIch services .... subject to Incnased competition

wII, for exampte, depend on the extent to which new local carriers supply loops or only

intermediate services luch al dedicated transport The economic anaIyIiI necessary

to address these Issues, however, Is fund8rnent8IIy different from the "muIti-bottIen

notion put forward by GR. They claim local can1ers Will control a bottleneck. and be

able to exercIIe market power In ..ling access 18MceI, I8f1MlIus of the competition

In seiling local services to end users. Such an auertion denies rather than evaluates

the consequences of entry and local competition.

RI. Vertical Integration of Localancllnterexchange Canters II Nelther.lnevltable

Nor Neces.arlly Harmful

GR claim that 10caf can1ers nece.-tly wi vertcaIy.....wIh IntIntxd1ange

carriers and Wonnatlon service providers to becOme -run service provIders.- The

consequence, claim GR, wi be exclusion and forecIo.ure of stand-alone Inter8xchange

or information service rivals. Economic anarysis has devoted considerable attention to

vertical relationships over the past decade or 10, end that analysis provides litUe

support for the GR position. This section describes what .. missing from GR's picture

of the nature and effects of vertical Integration. The next section discusses their dalm

that vertical Integration will lead to exclusion and foreclosure.

GR present a very distorted perspective on the role and effects of vertical

Integration by focusing only on foreclosure. TheIr discussion Ignores three Important

lenons taught both by economic analysis and by observation of the economy. FIrst.

vertlcallntegratJon Is neither inevitable nor ubiquitous. second. where firms do

vertically Integrate, that arrangement can offer real efficiencies and benefits to
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oonsurners. ThIrd. ftrmI can 8nd regularty do vertically lntegIate without excluding or

fonIdoIing unatllllated firms.

GR have IIltIe basis for preunIng." MW local carriers neceaaatIIy will vertically

...... and establish exclusive relationships. EconomicI tueNs that firms will find It

more efficient to vertically Integrate In aome cin::umatanoes, but eat1aInIy not In aU. In

many clral'nstances. purchasing Inputs from a ...... firm Is more efficient than

vertIcaIlntegration. this Is consistent with even cuuaI observation of the economy.

firms do not vertically Integrate at every opportunity. Kraft Foods. General Foods. and

other large food proceSIOl'l do not feel they have to own the stores in which their

products are sold In order to deal directly with their end customers. It is more efficient

for tupenn8rUts owned by others to sen the products of many finns.

As wfth supermarkets. It may be more efficient and profbble for local can1erI to

allow cuatom-. to buy from the Interexchange company of their choice and to supply

intermediate services to 8If1ntet8xd1ange services. At ....t some market evidence

casts doubt on whether local and Interexchange canters will find It most efficient to

vertically Integrate. CAPs have been buDding substantial local fadllties for several

18...· Most of the service supplied by CAPs has been an Input Into IXC service.

1nvoIvinI ...... direct sales to IXCs or dedicated connections to IXC POPi. Yet vertical

integIaaon between Interexchange can1ers and CAPs has been the exception rather

than the rule. Interexch8nge carriers might have chosen to begin or Invest in CAPs. yet

in most cases they have not.

Even If customers want the option of a one-stop bundle of local and long distance

service. that could be offered without vertical integration. A local carrier could contract

wtth a long distance carrier to market a combined service to customers whHe at the

same lime offertng customers the option of choosing their own long distance carrier.

o • .'. 'L-ong distance carriers could compete for this business. and It might well tum out that

the local carrier would purchase from more than one long distance carrier.

VVhIIe firms do not always vertically Integrate. It Is equally true that vertical

lntegIation .,,,,.,,,,.. off......... etriciendes and benefits to consumers. and thus

should not be automatically condemned. For example. vertical integration may reduce

costs by anowing finns to match production of the input more efficientty with Its use In

produdng for consumers. Or a finn may acquire an upstream or downstream finn
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becIIuIe apedal expertise acquired In Ita first bualnell also Is Ulefulln thI. related

buslnell.-

firma that are v.ac.IIy Integrated, however,~ deal with unatftllated finna

rather than Imlling themHIveI excIUIIveIy to de8IIng with"'s. To give just a few

examplea, regional feeder .....,.. owned by one "'*" trunk alline sell ticketa to
tnIVeIers who are connecIJng with the ftighta of dlff...nt Iong-haul alrtJne.. Many

.upermarkets have their own bakeries on the premI_, but alao cany other brand. of

bread and paatrle.. In telecommunication., .ome Interexchange carrie... both 1811

IervIce to end u..... and act .. carriers' carriers aeIIIng capacity to other tnterexchange

carrters, who In tum to sen end users.

rv. New Local Ca......,. Are UnlIkely To Try AntIcompwIlve Fenclosure

GR apparently see forec:Ioan a. the obvtoua and Inevitable consequence of

wrtIcaf integration and the -murti-bottJene COfItral they attrtbute to new local can1erI.

AI we have seen, however, thta I. not enough. It II poaIbIe for vertical integration to

reIUIt In antJcompetJtlve. excIulion In particular clRunltancu, but anticompetltiYe

foNcIosure II not the natunIf and inevitable consequence when flnns verticaly

Integrate, and vertIcai Integtdon does not necenarly hann I1Ither than benefit

con.umers. What argl.lTMtnts do GR offer to support their claim that exdusion and

foreclosure will be the consequence in this case?

The answer Is that GR offer very little support for their claim that integration of

local and Interexchange canters, If and where It occurs. win lead to anticompetitlve

exclusion and foreclosure. GR refer to the Ben System's incentive to use Its bottleneck

control anticompetltively In the early days of long distance competition, and suggest the

-multl-bottleneck"~generates the same incentive; In fact GR maintain the -multi-

tI AnaIher poaIbIe ..... II pnMded br the lcttbId In" pnMous PIf1IIIMPh.
If OUItOmers clearly PNfIt'Nd the opIIon of I of local and long dIIIInce .......
....for convenience or...... etIIdenales aIIowId • to III oIfeIed at I lower prtoe thin
...... MIVIces, competIIton might eliminate the opUan of....... purdIues. That would be
a manlfellltlon of compelftIon faVOftng the etrldency of the vertical contnId rel8tionshlp, Fllther
thin of exclusion.
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boItIeneck dIIemm8 exIlcerbates this probIem.•t? Such an argwnent by -.logy clearly

1I1Mdequ8te.

The analogy with the prHIvutIhn Bell 0peratIr'O Companlea quickly tnakI

down when one exmnines the actual market P<*tIon of new and entering local CMters.

firat. regWetion played an Important role In giving BOCa an Incentlve to discriminate

-.galnlt competing long distance carriers. New local canters today are not (.nd should

not be) subject to regulation that would give them these ..me incentives.

Second•..-.d mont Importantly. new local canterI face • fundamentally diI'rer8nt

lMrket environment WIth very few exceptions. pnt-dIveatiture BOCs were the only

carner. that could supply .cce.. to their customer'l••nd legal blllTlers precluded the

poaIbIty of entry. They clearty had true bottleneck control and the .blily (absent

regulatory reltr8int) to foreclose entr8ntI that dared to compete with AT&T Long Unes.

In contiat. a new IoCIII carrier that suppUesloops and.access service will. at a

minimum. face competitJon from the estabUahecl LEC. The LEC'stoop facilities win
remain in place. ready to serve .ny customer of • new local carrier who wishes to

swftch back to LEC service. New toeal carriers also may face competition from other

new carrlers.nd. In any case. presumably legal barriers will not proted them from.
further entry.

The simple analogy OR propose Is invalid In • more competitive martel

environment. More suppliers and g....ter possibility of entry IncrNse competition and

eliminate bottleneck control. A local carrier for whose service customers have good.

competitive alternatives Is in no position to h.nn unafftliated Interexchange carrierl .nd

help Its integnlted Interexchange Cllmers. If the carrier tries to foreclose unaffiliated

IXCs, customers eIIn and will switch local eIIrrlers rather than accept a lecond-cholce

IXC or pay higher IXC prices, thus preventing the .ffiHated IXC from gaining new

customers or being able to raise price.

OR want to argue that the -.logy with the BOCa holds because local carriers

will retain -mutti-bottleneck" control. deIpite new carriers .nd local competition. We

anady have seen the fallacy In this .rgument. There is no "muftI..bottIeneck" control

17 OR at page 10.
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that would survive competition among suppliers of local loop and access services and

give new local carriers the ability to foreclose unaftIIated Interexchange carriers.

Leaving allde failed analogies and tumlng to economic analysis, there are sound

I8UOftI to be very skeptical of delrns that new local canters would be In any position to

exercise vertical forecfosure (even assuming they vertically Integrate with

interexchange carriers).

FlrIt, as suggested above, the fact that customers will have competitive

.nem.ttves to new local carriers will conItr8In any abIIty they might have to use

forecIoSUN to hann unatftlated Intefexcf'Iange canters or information service providers.

The illue here Is not whether competition conItr8Ins allocaI carriers, Including the

LEes, but the competitive constraint facing new local carriers. Whether new local

canters have tncentiveI to behave antIcompetlttvely dependI on the market position of

these carriers, which Is vlrtuany certain to differ from that of the established LEC for the

foreseeable future. Market forces may consaln some finns In a market, but not 81.1'

Even If local service markets are not completely and aen-attY competItiVe, new
local canters wm be constrained by at least one alternative to which customers could

switch: service from the LEC. Furthermore, If entry from new local carriers Is too limited

to IUtftcIentIy reduce the market power of the LEC. Its services very well may stili be

ntQUIated. Constraining the exerdse of market power that the LEC retains, ho\oVever,

also woutd constrain any ability of a new local carrier to exercise m8ft(et power or to

attempt to foreclose. The regulated LEe service would remain an altematlve to which

customers and Interexchange canters could tum If the new local carrier attempted to

set higher prices for an unaffiliated interexchange carrier.
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Second, antlcompetftlve foreclosure In favor of an atrIIated InteNxchange carrier

would make It harder for a new local canter to atlllICt new customers - a sertoua

prabIMn for a new canter attempUng to incrM.. market ahare and achieve viabi1ity. To

forec:lole or ensadvantage an unafftIIated IXC, the new local can1er must charge it more
for access than It would but for integrating and trying to torectose.i

' (If Integration Is

followed only by Iowerpr1ces than otherwise would have been charged, competition

and consumers are helped, not hanned.) Some of the customers the new canter would

be 1HIdng, however, already would be using the disadvantaged Interexchange carrier.

To sign up the.. customers, the local carrier would have to convince them either to

IWItch their Int....xchange carrier as wei as their local carrier, or to switch thelr local

canter even though the fenclosure strategy IncrMses the colts of continuing to use

their preferred Interexchange carrier. Swely many would-be customers would not

lightly and easly change Interuchange carriers In these cln:umstances. IntBrexchange

canters have developed strong market presences billed on y.rs of customer

epeItence and mllions of donars worth of marketing effort. Customers have

...bIIshed relationships with IXCs ranging from _pedal contraCII and wortdng

ftIIatIonIhIps for larger businesses to residential euatomers' comfort with their Iong-tJme

carrier. New local centers wilt have enough dffficuIty building their businesses without

adding to their problems by having to convince customers to shift IXCs.

The position of AT&T In the market fur1her reduces the IbIIhoodthat fcncIoaunt

would benefit a new local carrier. AT&T would have little Incentive to align Itself with a

local carrier with a relatively small share of access Unes who would attempt a

foreclosure strategy.1II Because of its large share of Interexchange traffic, AT&T would

have more to lose than gain. If the local carrier could integrate only with an

Interexchange carrier other than AT&T, however, that virtually guarantees that a

majority of its potential customers would be served by AT&T or another unatrlllated

,. To IImpIfy mqJOIIIlon, we Ignore the .......nt po••1IIIly IhIIt the local canter could
.... non-pItce cAscrtmInIIIon to ...... the COlts of the unatIIIated IXC.

•~ AT&T WDUId net be IlllclttNMlto .......... wIIh one or more RBOCs, even If
the MFJ reItrIctIon on BOCa providing IntIrexchInge MMoe were lifted. OR recognize that
AT&T could be the odd man out In their ICeftIdo of verac:.l1rUg1'lltlon and foreclosure, but they
do not pursue the Implications of this for the success of the stnItegy.
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Interexchange carrier. That In tum would IncreUe the probable cost of following a
fenclosure strategy while trying to atInIct customers.

A foreclosure strategy allO could cost a local carrier other business. CAPs today

typIcIIIIy 181I a variety of IlCCeIl transport. sped. accell. and other leased HrVices

chctIy to a number of dftferent IXCs. CAPs Met new local carriers Hkely will continue

to sell such services to IXCsl notwithstanding GR's apparent belief to the contrary. A

local carrier would risk losing IaIe8 of th... services If It discriminated against

unafIIIi8ted IXCs in switched access.11

v. ExtendIng Regulation Of New Local canten Prom'" Costa But Few ......

GR -vue that a vartety of regulatory ......... should be Irnpoaed on new local

can1erI beCause the.. carriers will be part of a -muItI-bottIene martet structure.
FIrst, GR claim that the ..... and terms local carriers charge for accell to their loop

services should be regulated "for the foreseeable future.· regardless of how competitive

II the supply of Iocalloopl and servIce.22 second. GR would require all local carriers to
make IpecIfied local services IIY8IIabIe at "whole......... with further ntgulation of

the ntIationshlp between the niles charged for~ and retail service. The Gllan

and Rohrbach paper provides no basis for concluding that the benefits of these policies

would exceed their costs. (Indeed GR do not even acknowledge that the.. regulations

would Impose any costs.)

GR base their call for both sets of regulations on the -multl-bottleneck' control

they claim new local carriers wm exercise. GR go 10 far as to claim that the issue of

hc7N much competition local carriers will face as suppliers of local services to

consumers is ·completely irrIIevant to the question of when It would be appropriate to

deregulate.the niles and terms that all LSCs [local Service Carriers] charge other

competing vendors for access to their customer loops· [emphasis in originaQ.23

21 The supply of such ..... servtces to IXClIs wen mont IIceIy to be oompetIIvethin
the supply of service including 1ocI11oops. Thus. If artyIhIng. It Is leis likely • new IocII canter
could benefit by dlsatmlnatlng against unafftllMec:t IXCs In their supply of such leased services.

22 see GR. pages 1&-20. and especially note 25.

23 GR. note 25 at page 17.
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Simnarly, GR's can for requiring and reguf8tlng the pricing ofwhole.ale offerings of

local carriers Is baled on the presumed bottleneck control of the•• carriers and on the

claimed Incentive this will create for vertical integration and foreclosure of unint8grated

Interexchange carriers.

As we have leen, the claim that new local carri.rs will control a -multi-bottleneck

regardless of the state of local exchange competition Is contrary to sound economic

analysis, and certainly doel not establish that new local carriers will pOlsesl martet

power that would justify the costs of the proposed additional regUlation. GR provide no

reason to view new local carriers as a threat to competition that must be constrained by

regulation, rather than al the manifestation of increased competition.

Far from being Irrelevant, the competition generated by the entry of new local

carriers and the competition these new carriers will face are essential elements In

understanding the behavior of these and other firms In local telecommunications

martets and for framing sound policy. Market power in the sale of access services to

IXCs and Information service providers, and anticompetitive exclusion of unaffHlated

IXCs are manifestations of a lack of competition. Entry of new local carriers should be

seen as helping to solve "these problems, not extend them. The best way for policy to

attack bottleneck control where It does exist and to prevent anticompetltive foreclosure

Is with policies, such as number portability, that encourage competition by making It

easier for customers to change carriers and that reduce barriers limiting entry or the

range of services for which new carriers can provide competition.

There Is another problem with GR's proposed regulations. The proposal to

require wholesale offerings Is, as the authors recognize, a structural remedy. It is

designed to protect a particular structure with a place for particular" types of firms:

stand-alone Interexchange carriers and Information service providers, especlany

including smaller firms. Now there may in fad be no need to take action to protect the

position of these firms. It nonetheless is Important to recognize that this basis for

pollcy-maklng Nns counter to the primary thrust of regulatory and competition policy In

recent decades: policy should protect the competitive process, but not particular

competitors.

GR themselves argue that the current martet structure is in large part the result

of past policy. As policy and technological changes allow the entry of new suppliers,
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....... may weI be competitive pt'U'U1'8 in the market for changes in which firms

produce which combinations of which new services and ch8ngea In the types and

extent of vertical nalatlonlNps. Firms may have to adapt to the.. market pressures to

survive. UnIen they eAt dIItorted by regutatory policy, changes In vertical market

structure resulting from IncANIHd competition eAt most IbIy to prvmote efftctency and

benefit consumers. Certainly policy should not do what GR propos.: adopt policies to

protect the position of particular types of firms wtth a stake In the current market

structure and to lock In a particular v.rtlcal mar1<.t structuna that mayor may not be

efftdenl

finally, It should be de.- that GR'. naguIatory proposal. would not constitute a
minor intervention, imposing few colts, that might be adopted to protect against a

possIbI., even If unBkely, problem. The GR proposals would subject a wide rang. of

nIteI and services of new local canters to Increasecl naguIatory review and approval.

Regulatory determinations of non-dIscrtminatory prtcIng for access services

certainly could be difficult and contentious unless new local cant.rs are limited to

seiling aU such services In unfformly structured, ann'l-Iength transactions. Long tenn

connctI, shared marketing arrangements, or varying degrHS or fORns of vertical

integration an can affect the true cost of the transaction and thus the

-nondiscriminatory" prtce, but in ways difficult to determine through the regutatory

process. V.t the compfexlty Introduced by varying vertical arrangements could be

avoided only by eliminating them, likely at the cost of lost efficiency.

Regulations requiring new local carriers to make services available at whoI.....

prices would deeply invofve regulators In the pricing, contracting, and design of local

canters' services. eonsider some of the difficulties and issues lik.1y to arts.. New local

carriers are Rkely to offer a variety of services, with Innovation in service capabilities

and their adaptation to consumer demands playing an Important role in the success of

finns and the benefits they offer consumers. Would each such -service· configuration

offered to customers also have to be offered at wholesale? Would the offering of .ach

new service, or even the d.slgning of a service for the needs of a particular customer

have to walt on regulatory approval of the corresponding wholesale offering and the

pricing relationship between the wholesale and retail offerings? Should restrictions and

delays be imposed In the name of preventing the carriers' retail offering from haVing a
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marketing ""ad-starf' over the offerings sold at wholesale? Regulation of the

wholesale price and the -appropriate- relationship with natall prices also would prove

difficult. VVhat are the dJfferencesln cost for the IocIII carrier of supplying the wholesale

and ,..1 service? How can the retallng cost of a parttcular service be Identified when

the same staff markets a wide range of services? Can the regulator monitor and verify

the costs needed to make these determinations without specifying accounting

practices?
,

The extension of regulation that GR propose would be costly Indeed.

VI. Conclusions

The Gillan and Rot.rbad'a paper begins with a paradox: men local competitors will

..-...It In more bottlenecks Instead of men competIIIon. On this foundation, the authcn

build their story that mont botIJenecks wlliead to vertical Integration and foreclosure,

and their claim that sweeping new regulations ant needed. Economics tells us the

paradox is really a contradIcIion. More suppliers of local loops and services would

Incfta.. compeItIve pntIsunts and dissolve bottlenecks, not create new ones. Verticaf

IntegrafIon Is not inevitable and, to the extent it occurs, Is not synonymous with

fonK:Iolure and reduced competition. extensive addItIonall'8Qullition of new local

carriers Is most unHkeIy to offer the benefits Gllan and Rohrbach foresee, but it surely

would Impose substantial costs.
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